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Effects of a monetary union on a small peripheral country: 






The first decade of the 21
s t century introduced the euro in Portugal.  
This step towards European integration implied that  Portuguese 
economic authorities lose monetary independence. We investigate the 
impact of that loss in Portuguese competitiveness through the 
construction of competitiveness indicators, and on current account 
dynamics trough a decomposit ion of the current account. Despite the 
continuous loss of competitiveness after 1999, empirically we don’t find 
evidence that the euro is contributing to it.  We do find evidence tha t  
current account adjustment pattern changed after 1999.  
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E u ro p ean  H i s t o r y i s  o n e  o f  co nf l i c t .  Fo r  c en t u r i es ,  r e l i g i o us  
w a r s ,  po w er  s t r u gg l e s  and  i r on  cu r t a i ns  h av e  b een  a  co ns t an t  i n  
E u ro p ean s  l i v es .  H o w ev e r ,  i n  t h e  a f t e rm at h  o f  W or ld  W ar  T wo,  
a im in g  a t  con t in en t a l  p eace  som e  Eu r op ean  cou n t r i es  s t a r t ed  an  
am bi t io us  p r o j ec t  o f  e con omi c  in t eg r a t io n ,  cu lmi n a t i n g  in  t h e  
f o rm a t io n  o f  a  m on e t a r y u n io n .  Th e  s in g l e  cu r ren cy,  t he  eu ro ,  has  
b een  i n  c i r cu l a t io n  s in ce  t h e  1
s t  
of  J an u a r y  o f  2 0 02 ,  i n i t i a l l y  i n  a  
g r o u p  o f  t w e l v e  cou n t r i e s  t h a t  w as  l a t e r  en l a r ged  b y o t h er  f ou r .  
T h e  l ev e l  o f  e co no mi c  in t eg r a t i on  Eu r op e  en j o ys  p r e sen t l y  
w as  f r u i t  o f  a  l o n g  an d  g r ad u a l  p ro ce ss .  T h e  r es u l t  i s  t h a t  Eu ro p ean  
c i t i z ens  en j o y  a  l ev e l  o f  e con omi c  w e l f a r e ,  po l i t i c a l  u n i on  and  
i n t e rn a l  p eace  o n l y  co mp a r ab l e  t o  t h e  o n e  f e l t  du r i n g  th e  ex i s t en ce  
o f  t h e  Ro m an  Emp i re .  S t i l l  t h e r e  i s  s o me th in g  u n i qu e  ab o u t  t h e  
ac t ua l  u n i on :  i t  was  ach i ev ed  peacef u l l y  an d  v o lu n t a r i l y  b y  i t s  
m em b ers .  
O n  t h i s  w or k  w e  w i l l  s t u d y t h e  l a s t  s t ep  o f  e co no mic  
i n t eg r a t io n ,  mo n e t a r y u n i o n .  I t ’ s  u s ua l  t o  po s e  t h e  q u es t io n :  w h y 
s ho u l d  a  co un t r y r e l i nq u i sh  i t s  o wn  cu r r en c y,  an d  sh a re  ano th e r  
cu r r en c y w i th  a  g ro u p  o f  cou n t r i e s .  T h e  an sw er  i s  o bv i ou s :  t h e r e  
a r e  b en e f i t s  i n  t ak i n g  s u ch  a  s t ep .  No t  so  o bv io us  i s  w h a t  t h es e  
b en e f i t s  a r e .  Sk imm in g  t h e  mo ne t a r y  u n io n  l i t e r a t u r e  we  can  ge t  a  
r o u gh  id ea  o f  t h es e  b en e f i t s .  
T h e  mo s t  ob v i ou s  ga i n  i n  j o i n i n g  a  m o n e t a r y  u n io n  i s  t he  
e l i mi na t i on  o f  t r ans ac t io n  co s t s  amo ng  i t s  m em b er s .  T he  E u r op ean  
co mmi ss i on  es t im at e s  t h es e  ga in s  t o  be  b e t w een  0 ,2 5 % an d  0 ,5 %  o f  
t h e  E u rozo n e  GDP.  T h i s  ma y s eem  i r r e l ev an t ,  b u t  i t  s ho u l d  be  
n o t ed  t ha t  t r an s ac t i on  cos t s  a r e  a  d i s t o r t i on ,  an d  e l i mina t i n g  th em 
h as  o t h er  i nd i r ec t  ben e f i t s .   
O n e  o f  t h em  i s  p r i c e  t r ans p ar en cy .  In  a  m o ne t a r y u n i on  
co ns um ers  c an  o bs e r v e  p r i c es  ex p re s s ed  i n  t h e  s ame  cu r r en c y 
ac r o ss  bo r d er s ,  i f  w e  ad d  th i s  t o  t h e  ab s ence  o f  t r ans ac t i on  co s t s  
w e  ex p ec t  an  i n c rea s e  in  com p et i t i o n .  T h i s  sh o u ld  r e su l t  i n  l o w er  
p r i c e s  f o r  t h e  co nsu m er .   
A n o t he r  i n d i r ec t  ga i n  f r om  e l imi na t i n g  t r an s ac t io n  co s t s  
r e l a t es  t o  t h e  e l i min a t io n  o f  un ce r t a i n t y ab o u t  ex ch an ge  r a t es .  Less  
u n ce r t a i n t y ab o u t  fu tu r e  a l l o w s  f i rm s  to  b e t t e r  a l l o ca t e  r e s ou r ces .  
Bas i ca l l y ,  e l i min a t i n g  a  so u r ce  o f  r i sk  r ed uces  un ce r t a i n t y an d  
s ho u l d  imp r ov e  so c i a l  w e l f a r e .  
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A ls o ,  t h e r e  i s  a  p o i n t  t o  b e  m ad e  co n cer n i n g  eco no mic  
g r o w th .  As su min g  t h a t  b y e l i m in a t i n g  ex ch an ge  r a t e  r i sk  w e  r ed uce  
s ys t emi c  r i sk ,  w e  k n ow  th a t  i nv es to r s  w i l l  d emand  a  l o w er  r i sk  
p r em iu m  fo r  t h e  sam e  in ves tm en t .  Th i s  wi l l  l e ad  t o  l o w er  r e a l  
i n t e r es t  r a t es ,  t o  h i gh er  i nv es tm en t  an d  to  an  ex p ans io n  o f  t he  
cap i t a l  s t o ck  l e ad i ng  t o  e con omi c  g ro wt h .  
T h e r e  a r e  o t h e r  l e s s  r e l ev an t  b ene f i t s  f r om  en t e r in g  a  
m on e t a r y u n io n .  F i r s t  t h e  n ew cur r ency  i s  l i ke l y t o  f i nd  b i gge r  us e  
o u t  o f  t h e  u n i on ,  b ecomi n g  a  m or e  i n t e rn a t io na l  cu r ren c y.  T h i s  
b r in gs  ad v an tages  f o r  t h e  i s su e r ,  su ch  a s  ad d i t i o na l  r even u es  and  
ex p an s i on  o f  t h e  cen t r a l  b an k  b a l an ce  sh ee t .  A s  an  ex am pl e ,  t he  
c en t r a l  b an k  can  i s su e  mo r e  cu r r en cy  t o  f i n an ce  fo r  t h e  bu d ge t  
d e f i c i t ,  an d  fo r e ign e r s  wi l l  b e  wi l l i n g  t o  pa y f o r  i t .  A l so  an  
i n t e rn a t io n a l  cu r r en c y i s  l i k e l y t o  boo s t  a c t i v i t y  f o r  t he  d om es t i c  
f i nan c i a l  m a rk e t s .  
T h es e  a r e  t h e  mo s t  imp o r t an t  b ene f i t s  o f  a  mo n e t a r y u n ion .  
W e  can  s umm ar iz e  t h em  in  tw o  po in t s :  F i r s t ,  t h ey  h ap p en  m a in l y a t  
t h e  m ic r o econ om ic  l ev e l ,  b y  i m p ro v in g  e f f i c i enc y;  S e co n d ,  t h e y  
a r e  b i gge r  t h e  mo re  o p en  to  t r ad e  and  th e  m o r e  in t eg r a t ed  a r e  t he  
m em b er  econ omi es .  An  i mp or t an t  q u es t io n  th a t  I  w i l l  n o t  ap p ro ach  
i s  w h e t h er  a  mo ne t a r y  u n io n  fo s t e r s  f u r t h e r  i n t eg r a t i on  b e t w een  
m em b er  eco no mi es ,  o r  no t .  T he  an swer  h o l ds  t h e  k ey  t o  k no w  i f  
i t ’ s  w o r th  “ i nv es t in g”  in  fo r min g  a  m on e t a r y u n io n  w hen  b en e f i t s  
a r en ’ t  b i gge r  t h an  co s t s .   
C on ce rn in g  t h e  cos t s  o f  a  m on e t a r y u n io n ,  t he s e  d e r iv e  f r om 
t h e  lo s s  o f  s eve r a l  i n s t r um en t s  o f  e con om ic  po l i cy.  B y a b and on in g  
i t s  cu r r en c y an d  jo i n i n g  a  m on e t a r y u n io n ,  a  cou n t r y i s  n o  l on ge r  
ab l e  t o  ch an ge  i t s  ex ch an ge  r a t e ,  n e i th e r  t o  d e t e rmi n e  t he  s to ck  o f  
m on e y c i r cu l a t i n g  o r  s e t t i n g  th e  i n t e r e s t  r a t e .  T h es e  ins t rum en t s  
a r e  n o t  a  s ou r ce  o f  l o n g  ru n  g r ow th ,  b u t  t h ey a r e  an  i mp or t an t  
i n s t r um en t  o f  s t ab i l i z a t io n  an d  ad j us t m en t .  Th ese  ad ju s tm en t  
i n s t r um en t s  wi l l  be  i n  t h e  h an ds  o f  t h e  un io n  cen t r a l  ban k ,  w h ich  
h as  t o  us e  t h em  fo r  t h e  mo n e t a r y u n io n  as  a  w ho le .  I t  w on ’ t  be  
p os s i b l e  t o  d i s c r im in a t e  d i f f e r en t  m on e t a r y p o l i c i es  f o r  un io n  
m em b ers .  
T h i s  l o s s  o f  po l i cy  au t o nom y i s  i n  t h e  co r e  o f  t h e  co s t s  
a s so c i a t ed  wi t h  b e l on g i n g  to  a  mo n e t a r y  u n i on .  I f  co un t r i es  f a ce  
a s ym m et r i c  s ho cks ,  an d  n eed  d i f f e r en t  t yp es  o f  ad j us tm en t ,  t he  
u n i on ’ s  c en t r a l  b an k  can ´ t  p e r fo rm  th e  de s i r ed  ad ju s tmen t  t h ro u gh  
m on et a r y p o l i cy.  
T h e  f am ou s  ex ampl e  s t a t ed  b y M u n de l l  ( 1 96 1) ,  fo cus  o n  an  
a s ym m et r i c  d emand  s ho ck  i n  t w o  r egi on s  wi t h  t h e  s am e cu r r en cy.   
O n e  wo u l d  n eed  ex p an s i on a r y m o n e ta r y p o l i cy,  w h i l e  t h e  o th er  
w o u l d  n eed  i t  t o  b e  co n t r ac t i on a r y.  T h u s ,  t h e  c en t r a l  b ank  i s  u n ab le  
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t o  p e r f o r m  an  ad j us tm en t  on  th e  w ho le  e co n om y t h r ou gh  m o n e t a r y  
p o l i c y.  
 Mu nd e l l  n o t ed  t ha t  i f  t h e  a f f ec t ed  co un t r i e s  h av e  pe r f ec t  
l abo r  mo b i l i t y  b e tw een  each  o th e r ,  s ho cks  w i l l  b e  f o l lo w ed  b y 
m i gr a t i on ,  w eaken in g  o r  s t r en g t hen in g  d em an d ,  l e ad in g  to  
ad ju s tm en t .  A no t h er  m ech an i sm  o f  ad j us t m en t  i s  w age  f l ex ib i l i t y .  
I f  w ages  a r e  com pl e t e l y f l ex ib l e ,  t h ey  w i l l  e i t h e r  go  do w n  i f  t he  
s ho ck  i s  n ega t i v e ,  o r  up  i f  i t ’ s  po s i t i ve ,  b r in g i n g  b ack  the  econ om y 
t o  equ i l i b r ium .  
K en en  (1 96 9 )  no t i c ed  t h a t  t h e  cos t s  o f  en t e r i n g  a  m on e t a r y 
u n i on  a r e  g r ea t e r  t h e  m o r e  s p ec i a l i z ed  i s  t h e  p r od u c t io n  o f  an  
eco no m y.  T h e  mo r e  s p ec i a l i z ed  i s  an  eco no m y,  t h e  mo r e  l i k e l y i t  i s  
t o  su f f e r  l a r ge  an d  a s ym m et r i c  s ho cks .  
A cco rd in g  t o  M cKi nn on  ( 19 63 ) ,  t h e  ex ch an ge  r a t e  i s  l e s s  
u s e fu l  t he  m or e  op en  i s  a n  eco no my.  T h i s  l o g i c  r e l i e s  o n  t he  
o bs e r v a t i on  th a t  v e r y o p en  eco no mi es  cann o t  ch an ge  
co mp et i t i v en es s  b y  d ev a l u i n g  i t s  cu r ren c y.  In  v e r y  o p en  co u n t r i es  
t r ad e  com p et i t i o n  eq u a l i z e s  r e l a t i v e  p r i c es  i n  i n t e rn a t io n a l  
m ark e t s ,  an d  a  co u n t r y can ’ t  a f f ec t  i t s  go o ds  r e l a t i v e  p r i c es  
an ym o r e .  T h i s  m ean s  t ha t  v e r y o p en  and  sm al l  e con om ies  d on ’ t  
l o s e  mu ch  s t ab i l i z a t io n  po w er  wh en  t he y l o s e  th e i r  ex chan ge  r a t e .  
A n  i mp or t an t  mech an i sm  t ha t  mi gh t  mi t i ga t e  t h e  n ega t i v e  
e f f ec t s  o f  m on e t a r y u n i on  i s  t h e  ex i s t en ce  o f  c r os s  c ou n t r y  
r ed i s t r i bu t io n  s ch em es  i n  t h e  p r e s en ce  o f  a s ym m et r i c  s ho cks .  Th i s  
r ed i s t r i bu t io n  sh ou l d  p rom ot e  th e  ad ju s t men t  t o  s ho cks  i ns i d e  th e  
u n i on ,  min imiz i n g  t h e  n ega t iv e  e f f ec t s  o f  a s ym m et r i c  s ho cks .    
T h e r e  a r e  m an y o th e r  i s s ue s  r e l a t ed  to  t h e  co s t s  o f  a  
m on e t a r y u n io n .  H o w ev e r ,  a cco rd in g  to  t h e  l i t e r a tu r e  t he  
m en t i on ed  co s t s  a re  t h e  mo s t  imp o r t an t .  We  can  s umm ar iz e  th em  as  
w e  d i d  wi th  b en ef i t s :  M on e t a r y u n i o n  co s t s  h app en  m ain l y a t  t he  
m ac ro econ omi c  l ev e l  an d  co r r es po nd  to  i n c r eas ed  d i f f i cu l t i e s  i n  
s t ab i l i z i n g  th e  eco n om y i n  t he  p r es en ce  o f  a s ym m et r i c  sh o ck s .  
T h os e  d i f f i cu l t i e s  a r e  b i gge r  t h e  m or e  r i g id  i s  t he  un io n ’s  l abor  
m ark e t ,  t h e  mo r e  sp ec i a l i z ed  a r e  t h e  eco no mi es  t h a t  b e lo n g  to  t he  
u n i on ,  t h e  m o r e  c lo s ed  a r e  t h e  eco nom i es  an d  t he  l e s s  
r ed i s t r i bu t io n  s ch em es  ex i s t s  a c r os s  e con om ies .  J us t  l i k e  wi th  
b en e f i t s ,  i t  wo u ld  b e  o f  ex t r em e  imp o r t an ce  t o  kn ow  t h e  e f f ec t s  
t h a t  b e lo n gi n g  to  a  m on e t a r y u n io n  h as  on  m at t e r s  su ch  as  t h e  l ev e l  
o f  sp ec i a l i z a t i on ,  l abo r  m a r k e t  r i g i d i t y  an d  b us in e ss  c yc l e  
s yn ch r o n iz a t i on .  
T h i s  wo rk  w i l l  focu s  o n  t h e  co s t s  o f  b ecom in g  p a r t  o f  a  
m on e t a r y u n i on  fo r  a  sm al l  p e r i ph e r a l  cou n t r y,  i n  t e rm s  o f  
m ac ro econ omi c  ad j us t m en t ,  an d  m anagem ent  o f  com p et i t i v en ess .  
W e  ch os e  t o  s tu d y t w o  co un t r i e s ,  P o r t u ga l  and  I r e l an d .  T o  ca r r y  
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t h a t  an a l ys i s ,  w e  u s ed  a  t e ch n i qu e  to  d ecomp os e  and  id en t i f y t h e  
d yn am i cs  o f  t h e  cu r r en t  a ccou n t .  Th i s  t echn iq u e  a l lo ws  ob se r v i n g  
t h e  com po s i t i o n  o f  s ho cks  and  t h e i r  im p ac t  o n  t h e  cu r r en t  a ccou n t ,  
an d  a l s o  t h e  ad j us tm en t  p a t h  and  i t s  co mp os i t i o n .  W e ca r r y o u t  a  
co mp a r i s o n  fo r  t he  p e r io d  a f t e r  and  b e f o r e  j o in in g  t he  m on e ta r y 
u n i on ,  t o  l o ok  fo r  d i f f e r en ces  i n  ad j us tm en t .  
In  ad d i t i on ,  w e  a l s o  es t im at e  s ev e ra l  co mp et i t i v en ess  
i nd ica to r s ,  an d  sk e t ch  th e i r  ev o l u t i on  i n  t h e  p e r i od  b ef o re  an d  a f t e r  
ad op t in g  t h e  eu r o .  T h e  p ur po s e  i s  t o  o bs e rv e  i f  t h e  l o s s  o f  t h e  
ex ch an ge  r a t e  i n s t rum en t  w as  r e f l e c t ed  in  t he  evo lu t io n  o f  
co mp et i t i v en es s  f o r  bo th  co un t r i es .  A l s o ,  w e  m ak e  an  a t t em pt  t o  





O n e  o f  o u r  a im s  w as  t o  e s t im a t e  an d  qu an t i f y t h e  evo lu t io n  o f  
co mp et i t i v en es s  i n  P o r t u ga l .  Th i s  i s  c r u c i a l  t o  u nd er s t and  t he  
e f f ec t s  o f  t h e  s i n gle  cu r r en cy  o n  t h e  P or tu gu ese  eco nomy.  T h e r e  i s  
a  w id esp r ead  a r gum ent  f av o r in g  t h e  id ea  th a t  t h e  eu r o  i s  c aus i n g  a  
l o s s  o f  co mp et i t i ven ess  on  t h e  Po r tu gu es e  econ om y.  I t  i s  a  f a c t  t h a t  
P or tu ga l  l o s t  con t ro l  ov e r  i t s  ex ch an ge  r a t e ,  bu t  i n  t h e  lo n g  r u n  w e  
d o ub t  o f  t h e  e f f ec t i v en ess  o f  t h a t  i n s t r um en t  a s  a  m ean s  o f  
b ecomi n g  m o r e  com p et i t i v e .  T hu s ,  w e  a l so  do ub t  o f  t h e  f o rm er  
a r gu m en t .  Th e  pu r po s e  o f  com put in g  d i f f e r en t  i nd i ca to r s  o f  
co mp et i t i v en es s  was  to  com p a re  t he  ev o l u t io n  o f  comp e t i t i v en ess  
i n  d i f f e ren t  m eas u re s .  T he  s am e i nd ex es  w er e  b u i l t  f o r  I r e l and ,  fo r  
co mp a r i so n  pu rp ose s .  
 S om e  co mp et i t i v enes s  i nd i ca to r s  a r e  a  r e l a t i v e  measu re ,  i n  
t h e  s en se  t h a t  t h e y a r e  c a l cu l a t ed  aga in s t  o th e r  cou n t r y o r  b as k e t  o f  
co un t r i es .  W e  as sum ed  t h a t  Po r t u gu ese  b i gge r  t r ad in g  p a r t ne r s  a re  
i t s  b i gges t  com p et i t o r s ,  s o  we  ca l cu l a t ed  t h e  in d i ca t o r s  aga ins t  
t h em.  T h e  c r i t e r io n  t o  ch oo s e  w hi ch  cou n t r i e s  a r e  t h e  b i gge r  
t r ad in g  p a r t n e r s  was  s im pl e :  t h e  coun t r i es  t h a t  w e i gh t  m o re  in  t h e  
P or tu gu ese  cu r r en t  a cco un t ,  and  th a t  t o ge th e r  am ou n t  t o  ro u gh l y  
7 0 %  o f  P o r tu gu es e  t r ans ac t i on s  a r e  t h e  b i gges t  co mp et i t o r s .  T ab le  
1  s ho ws  th e  cho s en  p a r t n e r s  fo r  Po r tu ga l  and  I r e l an d ,  t h e  w e i gh t s  
a r e  n o t  i n  p e r cen tage  o f  t he  cu r ren t  acco un t  w e i gh t ,  bu t  a r e  o n l y i n  
p e r cen t age  o f  t h e  t o t a l  ba sk e t  w e igh t ( Portuguese bigger trading 
partners weighted 70.47% in the total current account, while Irish 









W e  ca l cu l a t ed  4  aggr ega t e  i nd i ca to r s  o f  co mp et i t i v en ess  fo r  
b o t h  cou n t r i e s :  r e l a t i v e  co nsu m er  p r i c e s  ( E CP I ) ,  r e l a t i ve  p r i c e  o f  
t r ad ed  an d  n on - t r ad ed  goo ds  ( E ) ,  r e l a t i v e  u n i t  l ab or  cos t s  ( RUL C )  
an d  r e l a t i v e  u n i t  co s t s  ( RUC ) .  W e a l s o  ca l cu l a t ed  a  w e i gh t ed  
av e r age  o f  b i l a t e r a l  n om in a l  ex ch an ge  r a t es  ( En ) ,  u s ed  in  2  o f  t h e  4  
m eas u r es .  W e  n ow  b r i e f l y  d e s c r ibe  t h e  co ns t r u c t i on  o f  t he  
i nd ica to r s ,  and  as  w e  wi l l  s ee ,  t h e y a l l  t e l l  u s  d i f f e ren t  t h in gs .  
E CP I  w as  ca l cu l a t ed  acco rd in g  to  t h e  f o l lo wi n g  fo rm ul a :  
 
( 1 )  CPICPIEnECPI *  
 
Wh e r e  En  i s  t h e  we i gh t ed  nom in a l  ex ch an ge  r a t e ,  C P I*  i s  t he  
w e i gh t ed  fo r e i gn  p r i c e  l ev e l ,  an d  CP I  i s  t h e  d om es t i c  p r i c e  l ev e l ,  
a l l  i n  p e r cen t age  ch an ges .  In  t he  Po r tu gu es e  cas e  w h e r e  th e  
m aj o r i t y  o f  t r ad i n g  p a r t n e r s  sh a r e  t h e  s am e  cu r r en c y,  En  l o s e s  i t s  
i mp or t an ce .  T hu s ,  E CP I  w i l l  m os t l y  r e f l e c t  d i f f e r en ces  i n  i n f l a t i on  
r a t es .  T h i s  r e i n fo rce s  t h e  im po r t ance  o f  i n f l a t i on  con t ro l  i n s i d e  a  
m on e t a r y u n i on  i n  o r d e r  t o  man age  com p et i t i v en ess .  
T h e  r e l a t i v e  p r i c e  o f  t r ad ab l e  an d  n on  t r ad ab le  go od s ,  E ,  was  
ca l cu l a t ed  acco rd ing  t o :  
 
( 2 )  PnPtEnE *  
  
Wh e r e  E n  i s  aga in  t h e  w e i gh t ed  n omi na l  ex ch an ge  r a t e ,  Pt *  i s  
t h e  p r i c e  o f  t r ad ed  go o ds ,  an d  P n  i s  t h e  p r i c e  o f  n on  t r ad ed  goo ds ,  
a l l  i n  p e r cen t  ch an ges .  Pt*  w as  ca l cu l a t ed  b y ag gr ega t i n g  t r ad ed  
go o ds  in to  a  com po s i t e  go o d .  Pn  w as  a s s um ed  to  b e  th e  s am e  as  
n om in a l  un i t  l ab or  co s t s ,  s i n ce  non  t r ad ed  go od s  a r e  us u a l l y  
s e r v i ces ,  wh os e  i np u t s  a r e  m ai n l y l ab o r .  T h i s  con cep t  m eas ur es  
d i f f e r en ces  be tw een  ex te r n a l  and  in t e r n a l  m a rk e t  p r i c es ,  ad ju s t ed  
b y t h e  n omi n a l  ex ch an ge  ra t e .  
 C on c e rn in g  R UL C ,  t h e  con s t ru c t io n  o f  t h e  i nd ex  w as  eas i e r ,  
s i n ce  th e  n eed ed  in d ex es  w e re  a l r e ad y co m p ut ed  i n  t he  E u r op ean  
co mmi ss i on  d a t ab as e .  W e  us ed  t h e  rea l  un i t  l ab or  co s t  i n d ex .  I t  
w as  j us t  need ed  to  w e i gh t  t h e  in d ex es  o f  p a r t n e r  coun t r i es ,  and  
C oun t ry  Sp a in  Germa n y  Fra n ce  U . K.  I t a l y  N e t her land s  U S A B el g iu m T o ta l  
Po r t ug a l  40.1% 18.08% 13.66% 7.15% 6.96% 5.35% 4.67% 4% 1 0 0% 
I re l and  ------- 11.76% 7.17% 34.4% 5.08% 5.73% 22.60% 13.22% 1 0 0% 
Table 1 – Portuguese and Irish trading partners 
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b u i ld  a  co m po s i t e  R UL C ,  s u i t ed  fo r  d i rec t  com p ar i s on  wi th  t he  
P or tu gu ese  an d  I r i s h  on e  th a t  c an  b e  seen  i n  t h e  ann ex .  
 R e l a t iv e  un i t  co s t ,  R UC ,  w as  t h e  m os t  d i f f i cu l t  i n dex  to  
co mp ut e .   I t s  co ns t r uc t i on  i s  ex p la ined  in  t he  an nex .  In tu i t i v e l y,  
t h e  i n d ex  measu r es  l abo r  co s t s  and  cap i t a l  cos t s  t o ge t h er .  H ow ev er ,  
i t ’ s  co n cep t u a l l y  d i f fe r en t  f rom  R UL C ,  i n  t h e  sen s e  t h a t  i t  
m eas u r es  t h e  evo lu t io n  o f  un i t  co s t s ,  b u t  do es  no t  ad ju s t  t hem  f o r  
p r od u c t i v i t y .  A s  a  r e s u l t  t h e  i nd ex  i s ,  i n  n o rm al  con d i t i on s ,  a lw a ys  
g r o w in g .  T h e  i n d ex  i s  ex p ec t ed  t o  d ec r eas e  o r  d ece l e r a t e ,  w h en  
P or tu ga l  s t a r t ed  t o  b en e f i t  f ro m  l ower  i n t e re s t  r a t es ,  d u e  t o  t he  
en t r an ce  in  t h e  eu roz on e ,  i n  t h e  p r ev io us  yea r s  t o  20 00 .  G i ven  t ha t  
l o wer  i n t e r e s t  r a t e s  m ean  lo w er  c ap i t a l  cos t s .  
 W e  s ho w  i n  t ab l e  2  and  3  t h e  ev o lu t i on  o f  t h e  m en t io n ed  
i nd ica to r s  fo r  Po r tu ga l  an d  I r e l an d .   
 
Table 2 –Portuguese indicators of competitiveness (period averages at annual 
rates) 
 En  E  E C PI  R U LC R U C 
1 9 77 -
1 9 85  
17.81% 19.22% 4% -4.27% ---------- 
1 9 86 -
1 9 90  
4.25% -0.93% -3.04% -0.95% 11.79% 
1 9 91 -
1 9 95  
1.9% 0.21% -1.27% 1.26% 12.7% 
1 9 96 -
2 0 01  
2.14% 1.61% 1.41% 0.45% 5.69% 
2 0 02 -
2 0 05  
-2.03% -3.42% -2.48% -0.14% 6.57% 
2 0 06 -
2 0 10  
-1.75% -2.44% -1.60% 0.75% 6.45% 
 
  
Table 3 – Irish indicators of competitiveness (period averages at annual rates) 
 En  E  E C PI  R U LC R U C 
1 9 77 -
1 9 85  
2.63% 2.95% 7.69% -0.83% ---------- 
1 9 86 -
1 9 90  
-3.58% -6.76% 3.5% -1.07% 4.55% 
1 9 91 -
1 9 95  
-0.03% -1.26% 3.31% -1.16% 1.67% 
1 9 96 -
2 0 01  
3.7% 1.72% 1.86% -2.48% 4.32% 
2 0 02 -
2 0 05  
-3.4% -4.11% 1.9% 0.17% 9.24% 
2 0 06 -
2 0 10  




Wh en  an a l yz in g  t he  t ab l es  w e  mu s t  t ak e  in to  acco un t  t ha t  
2 0 10  i s  a  p r ed ic t io n .  A l so ,  wh en  co mp ut i n g  R UC  s ev e r a l  yea r s  
w er en ’ t  av a i l ab l e  ( f r om  1 97 7  to  1 98 5  an d  20 09  t o  20 10 ) .  A s  a  r u l e  
o f  t h um b,  a  cou n t ry  ga i n s  com p et i t i ven ess  w hen ev e r  En ,  E  o r  EC PI  
go es  u p ,  o r  R ULC  an d  R UC  go  do wn .   
S umm ar iz i n g  th e  P or tu gu ese  in d i ca to r s  evo lu t io n ,  t h e  b es t  
p e r i od s  w e r e  19 77 - 1 98 5  in  a l l  i n d i ca t o r s  ( ex cep t  f o r  R UC  w h e re  
i t ’ s  no t  av a i l ab l e  an d  wh e r e  th e  b es t  p e r i od  i s  19 96 - 20 0 1) .  The  
r ea s on  l i e s  i n  t h e  f a c t  t h a t  du r i n g  t h i s  p e r i od ,  t h e r e  w e r e  two  
l i b e r a l i z a t io n  and  s t ab i l i z a t i on  p ack ages  con du c ted  b y  th e  IM F.  
T h i s  p ack ages  in c l u d ed ,  am on g  o th e rs ,  n omi n a l  d ep rec i a t i on s ,  w age  
r e s t r a i n t  an d  in f l a t i on  r ed uc t i on .  Th ese  m easu r e s  a r e  su scep t ib l e  t o  
g r ea t l y  i n f lu en ce  a l l  i nd i ca t o r s .  
 Fo r  E  and  EC PI ,  t h e  s eco nd  b es t  p e r i od ,  was  1 9 96 -2 001 .  In  
t h i s  p e r io d ,  P o r tu ga l  w as  p r ep a r i n g  to  ad op t  t h e  E u ro  and  measu r es  
s u ch  a s  ex ch an ge  r a t e  s t ab i l i t y  a n d  in f l a t i o n  r ed uc t i on  w e re  
r eq u i r ed .  E  an d  E CP I  a r e  v e r y i n f lu en ced  b y ex ch an ge  r a t e  
m ov em ent s  an d  in f l a t i o n  d i f f e r en t i a l s .  F r om  20 02  on w ar d s ,  w hen  
t h e  eu r o  cam e  i n to  c i r cu l a t i on ,  b o t h  m eas u r es  a t t a in  2  o f  t h e  w or s t  
s co r es .  T h i s  s u gges t s  t h a t  t he  eu ro  mi gh t  h av e  b rou gh t  som e 
d i f f i cu l t i e s  i n  man ag i n g  p r i c e  com p et i t i v en ess .  N ev e r t h e l es s ,  
I r e l an d  p er f o r ms  wo r s e  t h an  Po r tu ga l  i n  E  a f t e r  ado p t in g  t h e  eu r o .  
 H o w ev e r ,  i f  w e  l ook  a t  R ULC  an d  R UC  t h e  s t o r y i s  d i f f e r en t .  
C on ce rn in g  R UL C ,  P o r t u ga l  a c tu a l l y  p e r f o r med  w el l  i n  t h e  f i r s t  3  
yea r s  t h e  eu r o  cam e  i n t o  c i r cu l a t i on .  S t i l l ,  a f t e r  2 0 06  t he  
p e r f o r man ce  was  s l i gh t l y n ega t i v e ,  w h ich  can  b e  a  sym p t om  o f  
i n t e rn a l  r e ce s s i on  f i r s t ,  an d  wo r l d  r ece s s io n  l a t e r .  Aga i n ,  a f t e r  
2 0 01  I r e l and  p e r fo rm s  wo r s e  t h an  Po r tu ga l  i n  t h i s  i nd ica to r .   
F i n a l l y ,  P o r t u gu es e  R U C  s e em s  t o  s t ab i l i z e  a r ou nd  6 .5 %  af t e r  
2 0 01 .  I t ’ s  an  a l mos t  i d en t i c a l  pe r f o rm an ce  t o  t he  w e i gh t ed  b as k e t  
o f  P or tu gu ese  s e l ec t ed  t r ad i n g  par t ne r s .  Af t e r  20 01  I r e l and  
p e r f o r ms  w o rs e  aga i n .  T h e  nu mb ers  an d  g r ap hs  f o r  bo th  co un t r i es  
an d  th e i r  t r ad i n g  pa r tn e r s  c an  b e  fo und  i n  t h e  app end ix .  
A n o t he r  i n t e r es t ing  t o p i c  co n cer n i n g  i nd ex es  i s  t he  r e l a t i on  
b e tw een  so me  o f  t hem ,  e sp ec i a l l y  r e l a t i v e  co nsu m er  p r i ce s  an d  r ea l  
ex ch an ge  r a t es .  Fo l l o win g  M acedo  an d  Co r ad o  ( 19 89 ) ,  w e  d e f in e :  
 
( 1 )  *))(1( PtEnaPnaCPI  
 
( 2 )  **)1(*** PtaPnaCPI  
 





( 4 )  PnPtEnE *  
 
Wh e r e  a  an d  a*  a re  t h e  d om es t i c  an d  f o r e i gn  w e i gh t  o f  non  
t r ad ab l es  r es p ec t i ve l y.  P n  an d  P n*  a re  t he  p r i c e  o f  n on - t r ad ab l es  a t  
h om e  an d  ab ro ad  r es p ec t i v e l y.  E n  i s  t he  n omi n a l  ex ch an ge  r a t e .  P t*  
i s  t h e  p r i c e  i n  fo r e i gn  cu r r en cy  o f  a  go o d  t h a t  r es u l t s  f rom 
aggr ega t i n g  a l l  t r ad ed  goo ds  in to  a  co mp os i t e  go od .  A l l  i n  p e r cen t  
ch an ges .  
S ub s t i t u t i n g  CP I  a n d  C P I*  i n t o  E CP I  an d  d ev e l op in g  w e  can  
r each  th e  f o l lo wi n g ex p r e s s i on :  
 









T h i s  i s  o f  g r ea t  i n t e r es t ,  s i n ce  i t  c an  g i v e  u s  t h e  p e r cen t age  
o f  t r ad ed  an d  n on - t r ad ed  goo ds  i n  an  eco no m y an d  i n  i t s  p a r tn e r s .  
S o  w e  a t t em pt  t o  e s t im at e  i t ,  f i r s t  u s in g  O LS .  T h e  r esu l t s  w er e  
v e r y u n s a t i s f yi n g ,  d u e  to  t h e  p re s en ce  o f  un i t  r o o t s  and  
co in t eg r a t i n g  r e l a t i o ns h ip s  b e t w een  t h e  v a r i ab l es .  T h e  f i r s t  
a t t empt ed  so l u t i on  w as  t o  e s t im at e  t h e  equ a t io n  u s i n g  f i r s t  
d i f f e r en ces ,  w h i ch  g i v es  on l y t h e  s ho r t  ru n  d yn ami cs .  T he  
i n co nv en i en ce  i s  t h a t  s h or t  ru n  r e l a t i o ns h i ps  t e l l  u s  n o th in g  ab ou t  
t h e  w e i gh t s  o f  t r adab l es  a t  hom e  an d  ab r o ad .  
T ak i n g  t h i s  i n to  a cco un t ,  w e  cho s e  to  e s t im at e  a  V ec to r  E r r o r  
C o r r ec t io n  Mo d e l ,  w h i ch  g iv e s  us  bo th  t h e  l on g  r un  re l a t i o ns h ip  
b e tw een  v a r i ab l e s  an d  th e  s ho r t  ru n  dyn am i cs .  W e p r es en t  t h e  l o n g  
r u n  r e l a t i o ns h ip  fo r  Po r t u ga l :  
 
( 6 )  -Pn*)*(Pt1.23ECPI2.355.7E   
 
T h i s  m eans  th a t  t h e  av e r age  p ro po r t i on  o f  no n  t r ad ab le s  i n  
t h e  Po r t u gu es e  eco n om y f o r  t h e  ye a r s  1 98 3 -2 01 0  h as  b een  o f  
a=4 2 %  wh i l e  f o r  o u r  p a r tn e r s  h a s  been  o f  a* =5 1 %.  Th i s  m ak es  
s ens e ,  s in ce  o ur  ma i n  p ar tn e r s  a r e  mo r e  d eve lo p ed  econo mi es ,  and  
s ho u l d  h av e  g r ea t e r  p ro po r t io n  o f  s e r v i ces  i n  t h e i r  e con om y.  
In  t h e  ca s e  o f  I r e l an d  w e  es t im at ed  th e  sam e equ a t io n ,  w i th  
t h e  s am e nu mb er  o f  l ags  an d  co in t eg r a t i n g  r e l a t i on sh ip s  and  
o b t a i n ed  th e  fo l low i n g  r es u l t s  a=65%  an d  a* =80 %.  I r i sh  r es u l t s  
m i gh t  be  ex agge r a t ed ,  s i n ce  w e  e s t im at ed  I r i s h  w e i gh t s  w i th  t h e  
s ame  mo d e l  t ha t  w e  us ed  fo r  Po r tu ga l .  T h e  cho s en  m od e l  w as  
o p t im al  f o r  Po r tu ga l ,  i n  t e rms  o f  l a gs  an d  co in t eg r a t i n g  
r e l a t i on sh ip s ,  b u t  i t  m i gh t  n o t  b e  fo r  I r e l an d .  N ev e r th e l es s  t he  
n um b er s  m ak e  s ome  s ens e ,  s in ce  I r i s h  b i gge r  p a r t n e r s  US A  an d  UK 
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h av e  b i gge r  p r opo r t io n  o f  s e rv i ce s  i n  t h e i r  e co nomy t h an  fo r  
ex ampl e  Sp a in ,  wh ich  i s  t h e  b i gges t  Po r tu gu es e  p a r t n e r .  
Fo r  an  es t im at io n  o f  t h e  d e t e rm in an t s  o f  co mp et i t i v en es s ,  and  
e f f ec t  o f  m on e t a r y u n i on  o n  com pe t i t i v en es s ,  ch eck  t he  ap p en d ix .  
 
 
Current account dynamics 
  
 
T h i s  s ec t i on  i nv es t i ga t es  t he  e f f ec t s  o f  sh o ck s  on  t he  
P or tu gu ese  an d  I r i sh  cu r r en t  a cco un t s ,  and  th e  co r re s po nd in g  
ad ju s tm en t .  We  us e  a  cu r r en t  a ccou n t  d eco mp os i t i o n ,  u s ed  b y  
M acedo  an d  C o rado( 1 98 9 )  adap t ed  f rom  Bal as s a (1 98 1) .  
 T h e  t e ch n i qu e  wor k s  in  a  s im pl e  w a y:  w e  d ecomp os e  t he  
cu r r en t  a ccou n t  i n to  ex t e rn a l  sh ocks  an d  p o l i c y r e s p on ses  t o  i s o l a t e  
d i f f e r en t  t yp es  o f  s h ocks ,  an d  t o  see  h o w  t he  econ om y ad j u s t s  
t h ro u gh  p o l i c y r e s p o ns es .  S p ec i f i c a l ly ,  w e  a s s u m e  a  b as e  yea r  f o r  
t h e  cu r r en t  a cco un t ,  f ro m  t h a t  p e r iod  o n w ar ds  w e  comp ut e  t r en d  
v a r i ab l es  an d  h yp o th e t i c a l  va r i ab l es  t h a t  w e  comp ar e  w i t h  t h e  
ac t ua l  v a l u es ,  a l l ow i n g  t o  a ccou n t  fo r  sh ocks ,  t h e i r  na t u r e  and  
t h e i r  m agn i t ud e .  I  w i l l  b r i e f l y  i l l u s t ra t e  t h e  d ecom po s i t i on  o f  t h e  
cu r r en t  a cco un t  us ed .  We  d ep a r t  f r om t h e  cu r r en t  a ccou n t  d e f i c i t  i n  
t h e  b as e  p e r io d ,  g iv en  b y:    
 
( 8 )  00000 JSXMR  
  
Wh e r e  R  i s  t h e  cu r ren t  accou n t  de f i c i t ,  M  i s  imp o r t s ,  X  s t an ds  
f o r  ex po r t s ,  S  i s  s e r v i ce s  and  t r an s fe r s ,  J  i s  i n t e r es t  p a id  o n  fo r e i gn  
d eb t  an d  th e  s ubs c r i p t  i n d i ca t e s  t h e  p e r i od .  Th us ,  w e  can  r ep r es en t  
t h e  cu r r en t  a ccou n t  d e f i c i t  i n  an y p e r io d  t  b y:  
 
( 9 )  ttttt JSPxXPmMR )1()1(  
  
Wh e r e  P m  and  P x  a r e  t h e  imp o r t  and  ex p o r t  p r i c e  ch anges  in  
p e r cen t age ,  i n  r e l a t i o n  t o  t h e  b as e  p e r i od .  Th e  n ex t  s t ep  i s  t o  t ake  
t h e  d i f fe r en ce  b e tween  eq u a t i on  ( 1 )  and  (2 ) .  Th i s  r e su l t s  i n :  
 















I f  w e  i n t r od u ce  h yp o t h e t i c a l  ex p o r t s  (X H )  an d  t r end  ex p or t s  
(X T ) :  











T h e  m ean i n g  an d  h o w  t r e nd  an d  h yp o th e t i c a l  v a r i ab l e s  w e r e  
ca l cu l a t ed  i s  ex p l a i n ed  be lo w.  W e  can  in t r od u ce  in  t he  eq u a t ion  
h yp o t h e t i c a l  i mp or t s  (M H ) ,  t r en d  im po r t s  (MT ) ,  t r end  in t e r es t  
p a ym en t s  (JT )  an d  s k i p  som e  s t eps ,  yi e l d in g :  
  









I t ’ s  w o r th y o f  n o t i c e  t h a t  w e  remo v ed  t h e  s e r v i ces  compo n en t  
f r om  t h e  equ a t io n ,  an d  a l so  a l l  v a r i ab l es  ex pr e s s ed  i n  t h e  ba se  
p e r i od .  W e  h ave  in t r od uced  a  n ew  v a r i ab l e ,  RT ,  w h i ch  i s  t h e  t r end  
cu r r en t  a cco un t  d e f i c i t .  I t ’ s  g i v en  b y  t h e  v a l u es  o f  t r end  im po r t s ,  
t r en d  ex p o r t s  an d  t r en d  i n t e r es t  pa ym en t s  
W e no w  gi v e  ou r  i n t e r p r e t a t i on  o f  equ a t io n  ( 12 ) .  W e  a s s um e 
t h a t  co un t r i es  a r e  p r i c e  t ak e rs ,  s o  t h ey  can ’ t  i n f lu en ce  th e i r  im por t  
an d  ex p o r t  p r i c es .   
O n  t h e  r i gh t  s id e  we  h av e  th e  t e rm s  t ha t  r ep r es en t  t h e  e f fec t s  
o f  ex t e r na l  s ho cks .  T h e  f i r s t  t e rm  rep r e sen t s  t h e  t e rms  o f  t r ad e  
e f f ec t ,  t h e  s econ d  th e  in t e r e s t  r a t e  e f fec t s ,  an d  t h e  t h i rd  t h e  ex po r t  
v o l um e e f f ec t .  
O n  t h e  l e f t  s i de ,  we  h av e  wh a t  w e  ca l l  po l i c y r e s p on s es .  T he  
f i r s t  t e rm  r ep r e sen t s  ad d i t i o n a l  ne t  ex t e r n a l  f i n an c in g ,  t h e  s econd  
r ep r es en t s  t h e  p r i ce  e f f ec t  o f  ex po r t  p r o mot io n ,  t h e  t h i rd  r ep r es en t s  
p r i c e  e f f ec t  o n  im po r t  s ub s t i t u t i on ,  an d  t h e  fo u r th  r ep r e sen t s  
i n t e rn a l  p r od u c t  e f fec t  o n  i mp or t  vo lum e .  
Fo l l ow in g  M acedo  and  C or ado ( 198 9 ) ,  w e  can  o r gan ize  
v a r i ab l es  i n  t h e  f o l l o win g  w ay:  
Ex t e r na l  s ho cks  a re  co mp os ed  b y t e r m s  o f  t r ad e  e f f ec t  ( 1 3 )  
an d  ex p o r t  vo lum e  e f f ec t  (1 4 ) :  
 
( 1 3 )  JTJPxXPmMTOT
ttt
 
( 1 4 )  XHXTEXV  
 
P o l i c y r e s p on s es  a r e  co mp os ed  b y d em and  m an agem ent  ( 1 5 ) ,  
p r i c e  e f fec t  o f  ex p o r t  p r omo t i on  (16 )  an d  p r i c e  e f f ec t  o f  i mp or t  




( 1 5 )  MHMTRTRDEM
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( 1 6 )  XHXEXP
t
 




W e  n ow  ex p l a in  ho w  t r end  an d  h yp o th e t i c a l  v a r i ab l es  w e r e  
o b t a i n ed .  W e  n eeded  t o  e s t im a t e  i n co m e and  p r i c e  e l as t i c i t i e s  fo r  
i mp or t  an d  ex po r t s .  S i n ce  m os t  us ed  va r i ab l es  had  un i t  ro o t s  an d  in  
a l l  equ a t i on s  w e  de t ec t ed  co in t eg r a t in g  r e l a t i on sh i ps ,  we  o p t ed  t o  
e s t im at e  t h em  us i ng  a  v ec to r  e r ro r s  co r r e c t i on  mo de l  i n  o rd e r  t o  
d i s cov e r  t h e  l on g  r un  r e l a t i o nsh ip s .  W e  e s t i m at ed  P or tu gu ese  
ex po r t s  t o  b e  g i v en  b y  t h e  f o l l ow in g  reg r e s s i on :  
 




Wh e r e  Xt  i s  ex p o r t s  i n  co ns t an t  p r i c es ,  PX t  i s  ex p or t  p r i c es ,  
an d  X*t  i s  t r ad i ng  p a r t n e r s  i mp or t s  i n  co ns t an t  p r i c e s .  Bo th  
e l as t i c i t i e s  a r e  s i gn i f i c an t  a t  t h e  1% l eve l . Th e  r es u l t s  f o r  I r e l and  
can  b e  f ou n d  i n  t h e  app end ix .  
Ex po r t  t r end s  (XT )  w e r e  ob ta in ed  a s su mi n g  t h a t  t h e  av er age  
o f  t h e  l a s t  t h r ee  yea r s  f o r  b o th  reg r e s so r s  ( ex p or t  p r i c e s  and  
f o r e i gn  im po r t s )  h a s  b een  m ai n t a in ed  in  t he  cu r r en t  p e r io d .  
H yp o t h e t i c a l  ex p or t s  (X H )  w e r e  ob t a in ed  u s in g  th e  s ame p r oce ss  as  
f o r  ex p o r t  t r end s ,  b u t  u s es  cu r r en t  f o r e i gn  im po r t s  i n s t ead  o f  
l agged  f o r e i gn  i mp o r t s .  S o  t he  t e r m E X V  (=XT - XH )  c ap tu r es  t he  
e f f ec t  o f  sh o cks  f ro m  fo r e i gn  d em and ,  wh i l e  t h e  t e rm  E X P  (=X t -
X H )  c ap t u r e s  sh o cks  f rom  ex po r t  p r i c es .  
R esembl in g  ex p o r t  e s t i m at i on ,  w e  e s t im at e  a  r eg r es s io n  th a t  
ex p l a i ns  Po r tu gu ese  imp o r t s  i n  t h e  f o l l o win g  w ay:  
 




Wh e r e  M t  i s  cu r r en t  imp o r t s  a t  con s t an t  p r i c es ,  Y t  i s  G D P  a t  
co ns t an t  p r i c es  and  E Mt  i s  an  im por t  ex ch an ge  r a t e  d e f i n ed  a s  
i mp or t  p r i c es  o v e r  n omi n a l  u n i t  l abo r  co s t .  Bo t h  e l as t i c i t i e s  a re  
s i gn i f i c an t  a t  t h e  1%  l ev e l .  W e  sh o w  in  th e  app end ix  th e  r e s u l t s  fo r  
I r e l an d .  
T r end s  i n  im po r t s  (M T )  a r e  c a l cu l a t ed  as s um in g  th a t  t he  
cu r r en t  v a lu e  o f  GD P  and  o f  t h e  im po r t  ex ch an ge  r a t e  i s  eq u a l  t o  
i t s  l a s t  3  yea r s  av er age .  H yp o t h e t i c a l  i mp or t s  (M H )  a r e  o b t a in ed  in  
t h e  s am e  w a y,  b u t  u s e  cu r r en t  GD P i ns t ead .  T h en ,  app l yi n g  t he  
s ame  r a t io n a l e  as  w e  d id  f o r  ex p o r t s ,  t h e  t e rm  (M T - M H )  r ep r es en t s  
14 
 
s ho cks  in  imp o r t s  c au s ed  b y  ch an ges  in  G DP .  T h e  v ar i ab l e  IM S  
(=M t - M H )  c ap t u r e s  t h e  e f f ec t  o f  ex ch an ge  r a t e  s ho cks .  
F i n a l l y ,  i n t e r es t  pa ym en t  t r end s  w e re  ca l cu la t ed  as su mi n g  a  
co ns t an t  i n t e r e s t  r a t e .  T h e  ben ch m ark  i n t e re s t  r a t e  i s  t h e  3  mo n th  
E u r i bo r  fo r  t h e  ye a r  19 90 .  T h e  in t e re s t  t r end  (JT )  t e l l s  u s  w h a t  
w o u l d  b e  th e  to t a l  i n t e r es t  p a id ,  i f  i n t e r e s t  r a t es  r em a in ed  th e  s ame 
a s  i n  19 90 .  W e n ow  p r e sen t  i n  t h e  fo l lo wi n g  t ab l es ,  t he  
d ecom po s i t i on  o f  t h e  cu r r en t  accoun t ,  a cco rd in g  to  t h e  m e th od  
d e s c r ib ed  abo ve :  
 
Table 4 – Decomposition of Portuguese current account. Numbers are period 
averages at annual rates. 
 1 9 7 7 -1 9 9 1  1 9 9 2 -
1 9 9 8  
1 9 9 9 -
2 0 0 4  
2 0 0 5 -
2 0 1 1  
E x t e r n a l  s h o c k s  a s  %  o f  
G D P  
-1 . 4 9 %  - 1 0 . 9 1 %  -2 3 . 3 2 %  -3 8 . 7 7 %  
T e r ms  o f  t r a d e  e f f e c t  









E x p o r t  v o l u me  e f f e c t  










P o l i c y  r e s p o n s e s  a s  %  
o f  G D P  
-1 . 4 9 %  -1 0 . 9 1 %  -2 3 . 3 2 %  -3 8 . 7 7 %  
P r i c e  e f f e c t  o f  e x p o r t  









P r i c e  e f f e c t  o f  i mp o r t  









D e ma n d  ma n a ge me n t  












W e cho s e  t o  d i v i de  th e  an a l yz ed  p e r i od  i n  f ou r  su bs e t s ,  and  
p r e s en t  f o r  e ach  sub s e t  t h e  yea r l y  av e r ages .  Th e  p e r i od  1 9 92 -1 99 8  
E x t e r n a l  s h o c k s  a s  %  o f  




1 0 0 %  1 0 0 %  1 0 0 %  
T e r ms  o f  t r a d e  e f f e c t  









E x p o r t  v o l u me  e f f e c t  









P o l i c y  r e s p o n s e s  a s  %  
o f  e x t e r n a l  s h o c k s  
1 0 0 %  1 0 0 %  1 0 0 %  1 0 0 %  
P r i c e  e f f e c t  o f  e x p o r t  









P r i c e  e f f e c t  o f  i mp o r t  









D e ma n d  ma n a ge me n t  











co r r es po nd s  to  t he  f i r s t  s t ep  t ak en  to w ard s  E ur op ean  m o ne t a r y 
i n t eg r a t io n .  In  1 9 9 2  Po r t u ga l  b ecam e  m em b er  o f  t he  E u r op ean  
m on e t a r y s ys t em ,  w h i ch  w as  b as i ca l l y  a  f i x ed  ex ch an ge  r a t e  
r eg i m e ,  wi th  so me  m ar g in  f o r  f l uc t u a t i on s .  T he  in i t i a l  e s cu do  
m ar g in  o f  f l u c tu a t io n  w as  o f  6 %  (u p  an d  do wn )  in  r e l a t i on  to  a l l  
o th e r  m emb er  cu r r en c i es  o f  t h e  E MS.  
W e sh ou ld  n o t e  t ha t  m os t  cou n t r i es  b e l on g i n g  t o  t h e  E MS h ad  
a  m a r g in  o f  f l u c tu a t io n  o f  on l y 2 . 2 5 %  ( u p  an d  d o wn ) .  In  1 9 92 -1 993  
t h e r e  w er e  s ys t ema t i ca l  d i f f i cu l t i e s  i n  k eep in g  cu r r enc i es  i n s ide  
t h e  2 .2 5 %  b and s ,  l e ad in g  t o  r e f o rm o f  t h e  EMS  in  19 9 4  w hi ch  
co ns i s t ed  i n  en l a r g i n g  t he  f l uc tu a t io n  b and s  to  1 5% ( up  and  do wn ) .  
In  1 9 9 9 ,  E MS  m emb er s  f i x ed  d e f i n i t e ly  t h e i r  p a r i t i e s  aga i ns t  
a  w e i gh t ed  ba sk e t  com po s ed  o f  t h e i r  o wn  cu r r en c i es ,  w h ich  w as  
w o r t h  o n e  eu r o  f ro m  t h en  on .  A l th ou gh  th e  eu r o  on l y  cam e  i n to  
c i r cu l a t i on  in  20 02 ,  i t ’ s  r e as on ab l e  t o  a s s um e th e  b eg in n i n g  o f  t h e  
m on et a r y u n i on  i n  1 9 99 .  
P or tu ga l  h as  b een  em er ged  in  c r i s i s  a lm os t  s i n ce  t h e  
b eg i nn i n g  o f  t h e  mo n e t a r y  u n i on ,  f i r s t  i n t e r n a l  t h e n  ex te r n a l .  Th e  
P or tu gu ese  s i t u a t io n  h as  t u rn ed  o u t  t o  wo r s en  a s  t i me  go es  b y,  
e s p ec i a l l y  a f t e r  t he  w o r ld  bu s t .  S o  w e  d ec id ed  t o  s p l i t  t h e  p e r i od  
b e lo n gi n g  to  t h e  EM U  i n  t wo ,  t he  f i r s t  ( 19 99 - 20 04 )  i n co r po r a t e s  a  
n o rm al  s i t u a t i on  and  a  sm al l  r e ces s i on ,  t h e  secon d  (2 00 5 -2 0 11 )  i s  a  
p e r i od  o f  b i gge r  i n t e rn a l  c r i s i s  fo l lo wed  b y a  w o r l d  bu s t .  
O b s er v i n g  ex t e rn a l  s h o ck s  i n  p e r cen t age  o f  G D P  w e  can  s ee  a  
co n t i nu ou s  and  g r o wi n g  d e t e r i o r a t io n  o f  ou r  t e r ms  o f  t r ad e ,  
e s p ec i a l l y  a f t e r  en t e r i n g  th e  E M U.  In  th e  co r e  o f  TOT  ch an ges  
t h e r e  a r e  tw o  e f f ec t s .  T h e  f i r s t  i s  t ha t  t h e  v a lu e  o f  i mp o r t s  g r ew 
m u ch  mo r e  t h an  th e  v a l u e  o f  ex p or t s .  H ow ev er ,  t h i s  g r o w th  i s  
ad ju s t ed  f o r  i n t e r e s t  p aym en t s  an d  t r en d  i n t e r es t  p a ym ent s  wh i ch  i s  
t h e  s eco nd  e f f ec t .  Fo r  t h e  l a s t  t h r ee  pe r io ds  th i s  d i f f e r ence  in  d eb t  
an d  t r en d  d eb t  i n t e r e s t  p aym en t s  i s  b igge r  an d  g r ew  f as t e r  t h an  our  
t r ad e  d e f i c i t  e sp ec i a l l y  a f t e r  1 99 9 .  T h es e  tw o  e f f ec t s  go  in  
d i f f e r en t  d i r ec t io ns  in s id e  th e  t e rm s  o f  t r ad e  (v a l u e  o f  i mp or t s  i s  
b i gge r  t h an  th a t  o f  ex p or t s ,  bu t  s o  i s  t h e  t r end  d eb t  b i gge r  t han  
ac t ua l  d eb t  p aym en t ) ,  and  t h e  d eb t  e f f ec t  d omi n a t es  cau s i n g  t h e  
p r i c e  e f f ec t  o f  t e rm s  o f  t r ad e  to  be  nega t iv e .  I f  P o r t u ga l  wo u l d  p a y 
t h e  s am e in t e r es t  r a t e s  o n  d eb t  as  t h e  r a t es  i n  19 90 ,  i n t e r es t  
p a ym en t s  wo u ld  exp lo d e .  T h i s  i s  an  ad v an t age  o f  b e l on g i n g  t o  t h e  
E M U,  an d  i s  t he  ma i n  caus e  w h y t h e  p r i c e  e f fec t  o f  t e rm s  o f  t r ad e  
i s  so  n ega t i ve .  
Ex po r t  v o l um e  a s  p e r cen t age  o f  GD P  h as  n o t  v a r i ed  mu ch  
a f t e r  en t e r in g  t o  t he  E MS  an d  du r i n g  th e  f i r s t  h a l f  o f  t h e  E M U.  T he  
r ea s on  i s  t h a t  ou r  p a r t n e r s  im po r t s  h av e  g ro w n  sm ooth l y i n  t h a t  
p e r i od ,  m ean in g  tha t  h yp o t h e t i c a l  ex po r t s  a r e  a l w ays  ab o v e  ex p or t  
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t r en ds  ( EX V  i s  n ega t iv e ) .  T h e  ex cep t io n  i s  20 09  an d  20 1 0  w h er e  
P or tu gu ese  p a r tn e r s  i mp o r t s  con t r ac t ed ,  an d  wh e r e  P or tu gu ese  
h yp o t h e t i c a l  ex po r t s  w e r e  lo w er  t h an  ex p or t  t r end s .  Th a t  c aus ed  
t h e  pe r io d  av e r age  t o  b e  l e s s  n ega t iv e  t h an  in  t he  f i r s t  h a l f  o f  EMU 
m em b ers h ip .  
C on ce rn in g  p o l i c y r e s po ns es  i n  p e r cen t age  o f  GDP ,  w e  s t a r t  
w i t h  d em an d  m an agem ent .  Th e  m a in  r ea s on  w h y i t  i s  b ecom in g 
m o re  n ega t iv e ,  e s pec i a l l y  a f t e r  en t r y i n  t h e  EM U  i s  aga i n  r e l a t ed  to  
i n t e r es t  p aym en t s .  Th e  cu r r en t  acco un t  t r end  d e f i c i t  s t a r t s  
d iv e r g in g  s i gn i f i c an t l y f r o m t h e  r ea l  cu r r en t  a cco un t  d e f i c i t  a r ou nd  
1 9 95 ,  du e  t o  t h e  lo w er i n g  o f  t h e  in t e r e s t  r a t es  i n  comp a r i so n  to  
1 9 90 .  I t  “ex p lo d es”  a f t e r  t he  yea r  20 0 0 ,  e sp ec i a l l y  i n  2 00 9  and  
2 0 10 .  T h i s  aga i n  re f l e c t s  t h e  capac i ty  o f  P o r tu ga l  t o  accu mul a t e  
l a r ge  qu an t i t i e s  o f  d eb t  g i ven  i t s  a cce ss  t o  l o w  in t e r e s t  r a t es .  
H o w ev e r  t h i s  h as  tw o  s i d es .  On  o n e  han d ,  i t ’ s  go od  j us t  p er  s e .  On  
t h e  o t h er  h an d ,  i t  m i gh t  caus e  a  s o r t  o f  m or a l  h az ar d  p r o b l em ,  in  
t h e  s en s e  th a t  cou n t r i e s  h av e  l o wer  i n cen t i v es  t o  l im i t  d eb t  
ex p an s i on .  I f  P o r t u ga l  l e f t  t h e  E ur oz on e ,  d eb t  s e r v i ce  wou ld  
b ecom e mu ch  m o r e  p a i n f u l ,  ma yb e  u ns us t a in ab l e .  
T h e  p r i c e  e f f ec t  o f  ex p o r t  p r om ot i on  a s  a  p e r cen tage  o f  G DP 
s ho u l d  b e  t en den t i a l l y  p o s i t i v e .  Th e  r ea s on  i s  t h a t ,  fo r  a  g r o win g 
an d  s t ab l e  wo r ld  eco no m y an d  g r o w in g  ex p o r t  p r i ce s ,  cu r r en t  
ex po r t s  a re  b i gge r  t h an  h yp o t h e t i c a l  ex p or t s .  T h i s  g r o wth  o f  p r i c es  
s ho u l d  b e  f aced  in  t h e  co n t ex t  o f  P o r tu ga l  a s  a  p r i c e  t ake r .  Ex por t  
p r i c e  g r o wt h  m eans  th a t  Po r t u gu es e  go o ds  a r e  m o r e  v a l u ab l e ,  n o t  
t h a t  Po r t u gu es e  p ro d uc t io n  i s  ge t t i ng  m o r e  ex p ens i v e .  A s  i t  i s  
r ep o r t ed  i n  m os t  pe r io ds ,  t h e  E XP  i s  p os i t i v e .  I t  c an  b e  n ega t i v e  i f  
t h e r e  a r e  s om e  un ex p ec t ed  ex p o r t  p r i c e  s ho cks ,  l i k e  o i l  sh ocks  
w h ich  h ap p en ed  i n  t h e  p e r i od  1 97 7 -19 9 1 .  A f t e r  b e i n g  pa r t  o f  t h e  
E M U,  ou r  ex p o r t  p r i c e s  sh ow  a  m u ch  m o re  s t ab l e  b eh av i o r ,  
a c t ua l l y  p r e s en t ing  s o me  d ecr ea s es ,  w h i ch  con t r i bu ted  to  l ow 
l ev e l s  o f  E XP  a f t e r  1 99 9 .  
O p po s ed  t o  ex p o r t  p r om ot i on ,  t h e  p r i c e  e f f ec t  o f  im po r t  
s ub s t i t u t io n  s ho u l d  b e  t end en t i a l l y  n ega t i v e .  S im i l a r l y t o  
h yp o t h e t i c a l  ex po r t s ,  h yp o th e t i c a l  i mp o r t s  o n l y t ak e  i n to  accoun t  
l agged  i mp or t  ex ch an ge  r a t es ,  w h i ch  i s  a  m easu r e  ca l cu l a t ed  as  
i mp or t  p r i c es  d iv id ed  b y n o mi n a l  ex ch an ge  r a t e s .  W e e s t im at ed  
t h a t  t he  imp o r t  ex ch an ge  r a t e  a f f ec t s  n ega t iv e l y i mp o r t s  and  
h yp o t h e t i c a l  im po r t s ,  and  a l s o  t h a t  i t  h as  a  n ega t i v e  t r en d  ov er  
t im e .  As  an  ex ampl e ,  a f t e r  en t e r i n g  th e  EM U  im po r t  exch an ge  r a t e  
d ec r eas ed  a lmo s t  1 5 %  b e t w een  1 999  and  2 01 0 .  For  t h i s  r e as on  
h yp o t h e t i c a l  im po r t s  a r e  u su a l l y  l o w er  t h an  cu r ren t  im por t s ( so  I MS  
i s  n ega t iv e ) .  Im p o r t  ex ch an ge  r a t e  ge t t i n g  sm al l e r  o v e r  t i me  m eans  
t h a t  i mp or t s  a r e  ge t t i n g  ch eap e r  co mp a r ed  to  go od s  p r od u ced  
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i n s i d e .  S o  th e  imp o r t  ex chan ge  r a t e  i s  co n t r i bu t in g  t o  im po r t  
s ub s t i t u t io n  o f  n a t i on a l  p r od u c t i on .  In  s im pl e  t e r ms ,  i t  i s  ge t t i ng  
ch eap er  t o  i mp o r t  r a th e r  t h an  p ro du ce .  N ev e r th e l es s ,  t h i s  t end en cy 
i s  sm al l e r  a f t e r  t he  eu ro  en t r y i n  c i r cu l a t io n  th an  b e fo r e  (1 99 2 -
1 9 98 )  w h i ch  i s  good  new s  
N o w  t h a t  t he  b as i c  m ech an i cs  o f  t he  v a r i ab l es  b eh av io r  a r e  
ex p l a i n ed  we  wi l l  fo cus  o n  th e  m or e  im po r t an t  p o in t ,  t h e  d yn am ics  
o f  cu r r en t  a cco un t  ad ju s tm en t .  T o  s ee  h o w  cu r ren t  a ccoun t  ad ju s t s ,  
w e  ex p r es s  ex t e r n a l  s ho ck s  a s  p e r cen t age  o f  p o l i c y r e s p o ns e s  and  
v i ce  ve r s a .  
Ex t e r na l  sh o ck s  cap tu r e  e f f ec t s  o f  ex o gen ou s  v a r i ab l es ,  s uch  
a s  p r i c es  and  i n t e r e s t  r a t e s  d e f i ned  in  ex t e rn a l  m ar k e t s .  T he  
i n t e rp r e t a t io n  o f  t h e  ca l cu l a t ed  s ho ck s  i s  t r i ck y.  Ex te rn a l  sh o cks  
t h a t  h av e  a  n ega t i v e  s i gn  as  p e r cen t age  o f  GDP  a r e  i n  f a c t  a  
p os i t i v e  sh o ck .  In  f a c t  t h e  w a y w e  meas u re  t e rm s  o f  t r ad e  s ho cks  
an d  ex p or t  vo l um e s h o ck s ,  d e l i v e r s  t h e  r es u l t  t h a t  P or t u ga l  h as  
s u f fe r ed  po s i t i v e  sh o ck s  mo s t  o f  t h e  t im e .  F i r s t  Po r t u gues e  b i gger  
p a r t n e r s  im po r t s  hav e  g r o w n  s ys t ema t i ca l l y ,  w h i ch  i s  a  p o s i t i v e  
s ho ck  on  Po r t u gu ese  ex p or t  vo l um e  (E X V ) .  T h i s  s ho ck  i s  b i gges t  i n  
t h e  p e r i od  o f  19 99 - 2 00 4 .  T h e  o th e r  sh o ck  h as  t o  d o  wi th  t he  w a y 
w e  m easu r e  t e rm s  o f  t r ade .  I f  w e  m eas u r ed  th em  wi th o u t  t ak i n g  
i n t o  acco un t  i n t e r es t  t r end s ,  t e rm s  o f  t r ad e  wo u l d  su f f e r  a  n ega t iv e  
s ho ck .  H ow ev e r ,  b y i n c l ud i n g  a  hyp o t h e t i c a l  s i t ua t io n  wh e r e  
P or tu gu ese  deb t  wo u l d  b e  mo r e  “ex pen s i ve” ,  w e  s ee  tha t  E u ro p ean  
i n t eg r a t io n  co ns t i t u t es  a  p os i t i v e  s hock .  Th e  r edu ced  deb t  s e r v i ce  
co mp ens a t es  t h e  i n c r ea s ed  t r ad e  de f i c i t  t h a t  co i n c id e s  wi t h  
E u ro p ean  i n t eg r a t io n .  Ho w eve r ,  s i nce  t r ad e  d e f i c i t  i s  r e l a t ed  to  
d eb t  a ccu mul a t io n ,  w e  can no t  s ay P or tu ga l  i s  b e t t e r  p r o t ec t ed  
aga i ns t  n ega t iv e  ex t e rn a l  sh ocks  i ns i de  th e  E ur ozo n e .  
 T hes e  t wo  t yp es  o f  sh o cks  s eem  t o  d i f f e r  i n  n a t u r e  be f o re  
an d  a f t e r  Po r t u ga l  en t e r ed  t he  E M U.  In  t h e  f i r s t  t wo  pe r io ds  t h a t  
r an ge  f r om  19 77  t o  1 9 99 ,  t e rms  o f  t r ad e  sh o ck s  rep r es en t ed  a r ou nd  
6 0 % o f  po l i cy r e s po ns e s .  Ho w ev e r ,  a f t e r  19 99  t e rms  o f  t r ad e  
s ho cks  k ep t  r i s i n g  i n  p e rcen t age  o f  ex t e rn a l  sh o cks .  O n ce  aga i n  t he  
E u roz on e  i s  t o  “b l am e”  f o r  t h e  l ower in g  o f  i n t e re s t  r a t es ,  an d  
l o we r  i n t e r e s t  p aym ent s  o n  d eb t ,  a l l o w in g  P or tu ga l  t o  l i ve  wi t h  
b i gge r  am ou n t s  o f  d eb t  an d  a  t r ad e  d e f i c i t  b i gge r  t h an  o th e r wi s e  
w o u l d  be  p os s i b l e .  
T h e  co u n t e r p a r t  o f  t e rm s  o f  t r ad e ,  Exp o r t  vo lum e  e f f ec t  a s  a  
p e r cen t age  o f  po l i c y  r e s p on s es ,  ob v i ou s l y h a s  t o  go  d o wn .  We 
o bs e r v e  th a t  a f t e r  en t e r in g  th e  EMU ,  EX V  f e l t  v i go ro us l y.  T h i s  
r e f l e c t s  t h a t  f o r e i gn  d em an d  f o r  P o r t ugu es e  ex po r t s  h as  co m e do wn 
i n  im po r t an ce  w h en  com p ar ed  t o  t e rm s  o f  t r ade  e f f ec t s  e s p ec i a l l y  
i n  t h e  s eco nd  h a l f  o f  m em b er sh ip ,  i n f l u en ced  b y t h e  w o r l d  bu s t .   
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In  t e r m s  o f  po l i cy  r e s po ns es ,  we  can  s ee  th a t  ad j us tm en t s  
t h ro u gh  ex p or t  p r o mot io n  and  imp o r t  s ub s t i t u t io n  h ave  l os t  
m agn i tu d e  as  t ime  w en t  b y.  T h ese  t w o  v a r i ab l es  a lw a ys  h av e  
d i f f e r en t  s i gns ,  b u t  bo th  t end  to  v e ry  l o w  l ev e l s .  On  t h e  o th er  
h and ,  d em and  m anagem ent  m a in t a in ed  a  w e i gh t  on  cu r ren t  a ccoun t  
ad ju s tm en t  a lo n g  a l l  p e r i ods  o f  a r ou nd  10 0 %,  mean i n g  th a t  i n  t h e  
l a s t  p e r i od s  a lmos t  a l l  ad jus tm en t  h a s  b een  do n e  th r o u gh  th i s  
v a r i ab l e .  
In  t h e  ca se  o f  t h e  p r i c e  e f f ec t  o f  exp o r t  p r omo t io n ,  we  can  
i n t e rp r e t  i t  a s  t h e  p r i c e  com p et i t i v en ess  e f f ec t  on  ex po r t  
p r om ot i on .  E XP  g ro w s  i f  ex p o r t  p r i ce s  go  u p ,  and  t h e  o p pos i t e  i s  
a l so  t r u e .  Ex p o r t i ng  m o r e  i s  o n e  wa y o f  co mp en s a t i n g  fo r  ad ve r se  
ex t e r n a l  sh o ck s ,  w h ich  h as  l o s t  im po r t an ce  ov e r  t im e .  In  f a c t  
ex po r t  p r i c es  h ave  r i s en ,  b u t  ad j us tm en t  t h ro u gh  ex p or t s  has  
co n t r ac t ed  a s  a  p e r cen t age  o f  ex t e rna l  sh o ck s .  T he  n ega t iv e  s i gn  
m eans  t h a t  ex po r t  p r om ot i on  i s  con t r ib u t i n g  n ega t ive l y  t o  t h e  
ex t e r n a l  s ho cks ,  o r  t h a t  t h e  p os i t i v e  s ho cks  w e  su f f e red  in  mos t  
p e r i od s  do n ´ t  com e f r om ex p o r t  p ro mot io n .  
T h e  p r i c e  e f fec t  o f  i mp o r t  su bs t i t u t io n  b eh av es  in  a  s im i l a r  
w a y.  I t s  w e i gh t  as  p e r cen t age  o f  ex t e r n a l  s ho ck s  ha s  d i min i s hed  
o v e r  t im e  and  be cam e  p os i t i v e  i n  t h e  l a s t  t h r ee  p e r i od s .  I t  i s  
i mp or t an t  t o  n o t e  t h a t  a f t e r  1 99 9  th e  p r i ce  e f f ec t  o f  im por t  
s ub s t i t u t io n  i s  b i gge r  i n  ab so l u t e  v a l u e  t h an  t he  p r i c e  e f f ec t  o f  
ex po r t  p r om ot i on .  T h i s  d i f f e r en t i a l  mean s  t h a t  t h e  g r o w th  o f  t r ad ed  
go o ds  p r i c e s  i s  aggr av a t in g  P o r tu gu ese  t r ad e  d e f i c i t .  
F i n a l l y  d em and  man agem en t  b ecam e t h e  m ai n  in s t ru men t  o f  
s t ab i l i z a t i on  o f  t he  cu r r en t  a cco un t  a f t e r  1 99 2 .  I t s  m agn i tu de  d id  
d ec r eas e  a f t e r  19 99 ,  bu t  s t i l l  i t  r ep r es en t s  a lm os t  1 00 %  o f  ex t e rn a l  
s ho cks .  In  t h e  p e r io d  s t a r t i n g  on  20 05  th e r e  i s  a  s l i gh t  d ec r eas e  o f  
d em an d  m an agem en t  as  p e r cen t age  o f  ex t e r n a l  s ho cks  co mp a r ed  to  
t h e  19 99 - 20 04  p er i od .  Th e  r easo n  i s  t h a t  t h e  s l ow  d o wn  and  
r ece s s io n  o f  Po r tu gu es e  GD P  i n  th e  s eco nd  h a l f  o f  E u roz on e  
m em b ers h ip  co n t r i bu ted  n ega t iv e l y  t o  im po r t s .  T h i s  d ec r ease  
h e lp ed  t o  com p en sa t e  t h e  “ex p l os i on ”  o f  t r en d  i n t e re s t  pa ym en t s  i n  
t h e  s econ d  h a l f  o f  E u r ozo ne  m em b ers h i p .  S t i l l  w e  can  co n c l ud e  
t h a t  a f t e r  t he  eu ro  cam e  i n t o  c i r cu l a t io n ,  P o r tu ga l  r e l i e s  mo r e  o n  
d em an d  m an agemen t  t h an  on  ex p o r t  p r omo t i on  o r  i mpor t  
s ub s t i t u t io n  to  ad j us t  f o r  ex t e r n a l  sh o ck s .  
N o w  f o r  t h e  sak e  o f  com p ar i so n ,  w e  p r e s en t  t h e  
d ecom po s i t i on  o f  t h e  I r i s h  cu r r en t  a cco un t ,  u s i n g  t h e  s ame 
t e chn i qu e  w e  u s ed  f o r  Po r t u ga l .  
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Table 5 – Decomposition of Irish current account. Numbers are period averages at 
annual rates. 
 
1 9 8 5 -
1 9 9 1  
1 9 9 2 -
1 9 9 8  
1 9 9 9 -
2 0 0 4  
2 0 0 5 -
2 0 1 1  
E x t e r n a l  s h o c k s  a s  %  o f  
G D P  
2 . 8 6 4 %  6 . 3 5 %  4 . 1 1 %  -8 . 6 9 %  















P o l i c y  r e s p o n s e s  a s  %  o f  
G D P  
2 . 8 6 4 %  6 . 3 5 %  4 . 1 1 %  -8 . 6 9 %  
P r i c e  e f f e c t  o f  e x p o r t  









P r i c e  e f f e c t  o f  i mp o r t  








D e ma n d  ma n a ge me n t  13.35% 18.79% -5.84% 13.82% 
 
E x t e r n a l  s h o c k s  a s  %  o f  
p o l i c y  r e s p o n s e s  
1 0 0 %  1 0 0 %  1 0 0 %  1 0 0 %  
T e r ms  o f  t r a d e  e f f e c t  -148.35% -13.37% 526.51% 42.07% 
E x p o r t  v o l u me  e f f e c t  248.35% 113.37% -426.5% 57.92% 
 
P o l i c y  r e s p o n s e s  a s  %  o f  
e x t e r n a l  s h o c ks  
1 0 0 %  1 0 0 %  1 0 0 %  1 0 0 %  
P r i c e  e f f e c t  o f  e x p o r t  
p r o mo t i o n  
363.88% 104.21% -5766.39% 132.82% 
P r i c e  e f f e c t  o f  i mp o r t  
s u b s t i t u t i o n  
-952.25% -411.09% 3918.73% -82.33% 
D e ma n d  ma n a ge me n t  688.36% 406.88% 1947.66% 49.5% 
 
It  is interesting to note that , as percentage of GDP, export volume 
effect is posit ive along all periods, meaning Ireland is losing export 
volume. However, the price effect of export promotion is also positive in 
the first three periods and bigger than the volume effect . This means that 
Ireland is increasing the price of its exports, at a higher rate than i t l oses 
volume, resulting in an increase in export value. The exception is the 
last  period.  
Also, we can check that the evolution of Irish import exchange rate 
contributes to increasing imports (negative price effect  of import  
substi tution as a percentage of GDP). This value takes the less negative 
value in the last period, caused by the lowering of unit labor costs in the 
period last years.  
Demand management in percentage of GDP is only negative in the 
first half of Eurozone membership. This is rooted in an e xpansion of 
internal demand that affected imports.  
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The policy responses as a percentage of external shocks had a huge 
boom in the first half of Eurozone membership. The cause is that in some 
years of this period, the Irish economy suffered very small exter nal 
shocks. Its volume of exports did decrease but not much. Its  trend debt 
did not diverge much from actual debt and i ts export value grew at a 
similar rate to its import value. Contrasting to this, the price of Irish 
exports did grow at  high rates and th e import exchange rate also highly 
decreased, leading to extremely high values of policy responses as 





In this work project we proposed to analyze the evolution of 
Portuguese competit iveness along the period 1977 -2010 and the pattern 
of stabilization of the current account in the same period. Bigger 
emphasis was put on the comparison of periods after and before 
Portuguese adoption of the Euro in a tentative to uncover effects that 
monetary union might have had on the Portuguese economy. Ultimately,  
a comparison with Ireland was done. Its  purpose was to analyze how a 
“successful” country behaved in the same conditions than Portugal, how 
different was the evolution of its competitiveness and adjustment 
dynamics.  
According to general monetary union theory, joining a monetary 
union changes the framework in which a country manages its  
competitiveness and performs current account adjustments. The objective 
of the work was to check if abdicating of monetary and exchange ra te 
policy had any effects on the studied variables.  
Analyzing the evolution of Portuguese competitiveness indicators 
we ca see that Portugal lost nominal competit iveness (real exchange rate 
and relative consumer prices) after joining the Eurozone, contrast ing to 
the periods before. Also, the real unit labor costs did fall in the first half 
of membership, while in the second half they grew but st ill  less than in 
Ireland. Also, relative unit costs did grow less than in Ireland after 2001. 
This suggests that the euro brought difficulties for Portugal in managing 
nominal competitiveness, which is predictable for a country used to 
competitive devaluations in the past. The euro seems not to have a 
negative effect on labor and capital costs. Actually,  the latter pe rform 
better than Ireland after the euro came into circulation, and better than 
most periods before joining the Eurozone. Despite this, empirically we 
reject any significant effect of the euro on any of the competitiveness 
indicators, though we recognize a  need for further empirical work.  
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Concerning the current account analysis, we conclude that  the 
dimension of Portuguese debt would most probably be unsustainable 
outside of the Eurozone. Adoption of the euro was reflected in more 
positive shocks for Portugal, given the access to lower interest rates and 
the integration of Eurozone markets that allowed an expansion of export  
volume. The further integration of European markets,  coincided with an 
increase of the price of Portuguese exports, and with a surge in  internal 
demand, which also accelerated import  value growth. Nevertheless,  these 
two effects are of very small  magnitude in adjusting for external shocks 
when compared to periods prior to the euro. Greater role in adjustment to 
external shocks has been assumed by demand management after 1999, 
which might be associated with the growth of internal demand, and with 
the impossibility of affecting the nominal value of imports and exports.  
In the end we cannot say surely whether adopting the euro was a 
good decision or not, although we believe that we are better off inside 
the Eurozone. It’s unquestionable that  adopting the single currency 
brought innumerous benefits for the Portuguese economy. It´s also 
unquestionable that  it  introduced several constraints in te rms of 
macroeconomic policy. That loss of monetary policy enforced the 
importance of fiscal policy, price stability and wage restraint,  three 
topics in which Portugal did not perform so well compared to its partners 
after adopting the euro. With economic i ntegration comes increased 
competition across borders, promoting an increase of trade deficits for a 
country that  needs to reform several sectors of society in order to gain 
competitiveness. In our opinion, the Euro is not to blame for the 
problems that came along with i t and abandoning it  now would be 
dangerous.  The lack of competitiveness, current account deficit and 
internal recession (before the world bust) are the result  of wrong 
policies, the euro just exposed our weaknesses. The first best solution i s 
to seize all opportunities offered  by the single currency, to reform our 
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A. Competitiveness indicators: 
 
Table A.1 –  Portuguese and Portuguese trading partners indicators 













1977-1985 -4.27% -0.79% ----------  ----------  
1986-1990 -0.95% -0.38% 11.79% ----------  
1991-1995 1.26% -0.31% 12.7% 4.36% 
1996-2001 0.45% -0.35% 5.69% 2.85% 
2002-2005 -0.14% -0.77% 6.57% 4.84% 
2006-2010 0.75% 0.057% 6.45% 7.56% 
 
Table A.2 –  Irish and Irish trading partners indicators of 









1977-1985 -0.83% -0.56% ----------  ----------  
1986-1990 -1.07% -0.07% 4.55% ----------  
1991-1995 -1.16% -0.49% 1.67% 3.16% 
1996-2001 -2.48% 0.06% 4.32% 3.83% 
2002-2005 0.17% -0.64% 9.24% 0.49% 
2006-2010 1.73% -0.22% 13.31% 4.94% 
 
 
B. determinants of competitiveness  
  
We estimated a model of the determinants of competitiveness 
which we present below. In particular, we tried to model the effect of 
adopting the Euro on competitiveness. So we used a dummy variable,  
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Euro, which takes value one from 1999 to 2010 and zero for the rest of 
the period. Also we used Un, which  is the unemployment rate in 
percentage and NAWRU  (the non accelerating wage rate of 
unemployment). In addition, Gov  is  government expenditures as 
percentage of GDP and Res  is reserves as percentage of GDP. Interest  is 
the short run interest rate given by the 3 month treasury bil l (from 1985 
to 1993) and by the 3 month interbank rate (from 1993 to 2010).   We 
used yearly data for the period 1977-2010 except for  RUC where data 
was only available from 1985 to 2008. Since the four competitiveness 
indicators presented unit roots, we estimated them in first  differences. 
However, we didn’t use regressor first differences. Thus, we are 
estimating how regressor magnitude contributes to changes in 
competitiveness, measured by the four indicators.  
 
Table B.1 –  Portuguese determinants of competitiveness  























































---------------  ---------------  
R
2  0.48 0.58 0.51 0.51 
Durbin 
watson 
1.86 2.40 1.59 1.03 
 
 We conclude that monetary union is not contributing to a loss of 
competitiveness. In fact, our estimates show Euro to  influence positively 
competitiveness growth in RULC ,  ECPI and E .  It  seems to only hurt it  
through RUC ,  but the coefficient is not significant.  
Un  and Un-NAWRU  have the predicted effect according to classic 
theory, in the sense that higher values of unemployment or values above 
the equilibrium rate should contract wage and price growth thus 
improving competitiveness. Our coefficient estimates for Un  and Un-
NAWRU  agree with the theory and they are all significant.  
Our estimates show that government expenditure hurts 
competitiveness growth. This agrees with theory, where a rise in 
government expenditure can cause upward wage pressure and 
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inflationary pressure, which would be reflected negatively on our 
indicators. All coefficients on Gov  are significant. Finally we included 
Res  and interest  on only one regression each, for econometric and 
economic reasons.  There seems to be a loss of reserves associated with 
growing real unit labor costs. Higher interest rates are associated with an 
increase in capital  costs.   
Besides the reported Durbin Watson tests, we rejected higher 
orders of serial correlation through the Breush -Godfrey LM test in all  
regressions. However, when estimating RUC  we couldn’t  reject the 
presence of heteroskedasticity so we used Newey-West standard errors.  
 
C.Elasticities  
When estimating Irish import and export elasticities, we came 
across the same problem as with Portuguese ones, so we estimated a 
vector error correction model. All elasticities are significant at the 5% 
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EMYM 0.3031.782-3.53
 
 
 
